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SUMMARY

The Senate has been occupied with making progress on the budget, which will likely consume
their time remaining before the Easter recess (April 25th through the 28th). The House is focusing
on pension tax changes as a means of keeping alive the retirement security theme absent any
prospects for fundamental Social Security reform this year. The House will break for Easter the
last two weeks of April and return to business on May 1st. Following is a summary of Hogan &
Hartson’s comprehensive report for April (Attachment I):

Elk Hills Compensation:
Our Elk Hills champion, Representative Bill Thomas, continues to press for the “advance
appropriation” request for payment of Elk Hills compensation, as included in the President’s
budget. This arrangement would eliminate the current annual legislative process to enact the
appropriation, although actual payments would be made over a five-year period. Representative
Thomas has gained support from the entire California delegation in a revised letter to the House
appropriators in this regard, with a fallback position requesting the third annual $36 million
installment due for Fiscal Year 2001. The guaranteed “advanced appropriation” would also move
back the timing of each annual payment from March to October (highlights of the revised letter
are included in the attached report). Governor Davis submitted a similar request, and Jim
Mosman submitted written testimony to the appropriate subcommittees of the two
Appropriations Committees.

Social Security:
• Congress has passed and President Clinton signed legislation (Public Law 106-182) that

repeals the current limit on earnings by Social Security recipients who are between age 65
and 69;

• There are continuing efforts to explore alternatives for relief from the Windfall Elimination
Provision for individuals who are eligible to receive benefits from Social Security covered
employment and who are also receiving a pension from non-covered employment, such as
CalSTRS. California Representative Bob Matsui has expressed an interest in this issue and is
willing to assist our efforts.
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• Various national coalitions are also mounting efforts to provide relief for another offset, the
Governmental Pension Offset, which reduces the Social Security spousal benefit if the
spouse is also receiving a CalSTRS pension.

• Reports indicate some short-term improvement in the solvency of the Social Security trust
fund. The likelihood of Social Security reform, therefore, will almost certainly await the next
President and Congress.

Medicare:
Congress is in receipt of language to implement President Clinton’s June 1999 reform proposal.
This proposal would add competition and other cost-savings measures to the existing program,
offer a new prescription drug benefit (funded from $40 billion set aside in the proposed budget)
and a “buy-in” option for those individuals who are between ages 62 and 65, as specified.
Because reports indicate some improvement in the solvency of the Medicare trust fund to the
year 2037, it is unlikely that comprehensive reform of the Medicare program will happen this
election year.

Pension Portability:
The minimum wage legislation, which includes provisions increasing pension portability
between specified plans (e.g., defined benefit/contribution, tax-sheltered annuity and deferred
compensation) has passed both the House and Senate, and awaits a Conference Committee to
reconcile differences between the House and Senate. President Clinton has expressed opposition
to proposed tax cuts contained in this minimum wage legislation. House Republican leaders have
reportedly indicated to sponsors of the pension portability provisions that they are willing to seek
full House approval of those provisions in a separate measure, if the tax changes are not signed
into law.

Bankruptcy Reform Provisions Affecting Pensions (H.R. 833):
This legislation has been put on hold, which will allow time to resolve controversial issues.
Specifically, a provision added to this bill at the last minute would “permit” a pension plan
participant to waive by contract all of the Federal bankruptcy protections for his/her interest in a
pension plan. Also, various public plan groups are coordinating efforts to clarify provisions
relating to the treatment of mandatory pension contributions and pension loan repayments in the
case of individual debtors operating under the Chapter 13 repayment plan.

Mr. Derman will present an update to these activities and any new developments not covered in
this report at the meeting.
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MEMORANDUM FOR
THE CALIFORNIA STATE TEACHERS’ RETIREMENT SYSTEM

Washington Monthly Report

Elk Hills Compensation

As reported previously, the Administration's budget for FY 2001 requests an "advance
appropriation" for payment to STRS of the remaining balance of Elk Hills compensation now
being held in the federal Elk Hills School Lands Fund. Under such an advance appropriation,
STRS would continue to be paid in accordance with the annual installment schedule under the
State's Settlement Agreement with the Federal Government, but the annual appropriations for
each of the out-years would now be locked in, so that the annual legislative ordeal of enacting
the appropriation of each installment would not have to be repeated year-by-year in the future.

Locking in the future appropriation of the Elk Hills installments would relieve a
considerable burden of future legislative effort. However, at the same time an advance
appropriation is a major exception to the annual appropriations process in which the spending for
each program, at least theoretically, is open for reconsideration. In addition, Congressional
appropriators are generally resistant to anything that ties their hands for the future, especially for
a significant spending item such as Elk Hills. Further, Congressional GOP budget hawks, led by
Sen. Phil Gramm (R-Tex.), have sought to limit the use of advance appropriations and other
appropriations devices that were used last year to shift current year spending into the following
fiscal year in the effort to push current year spending levels below budget caps.

After considering the matter at some length, our Congressional champion on the Elk Hills
issue, Rep. Bill Thomas (R-Bakersfield), concluded that the Administration's advance
appropriation request presented a one-time opportunity that was unlikely to be repeated in future
Administration budgets and hence should be pursued. In addition, some very preliminary
discussions with Appropriations staff indicated that a request for an advance appropriation, while
a long shot, would not necessarily be rejected out of hand.

Accordingly, Rep. Thomas decided to revise the letter of support from the California
Congressional delegation to the House appropriators to request an advance appropriation of the
remaining Elk Hills installments, with the fallback position being a request for appropriation of
the third annual $36 million installment due for FY 2001.

The revised California delegation letter to the Chairman of the House Interior
Appropriations Subcommittee states in part:

     "The Administration's budget for FY 2001 has proposed an 'advance appropriation' for
the remaining annual installments of compensation due to the State of California, a suggestion
we hope you will consider. The funds are there, having been set aside from the sales proceeds in
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an escrow fund in the federal budget for the purpose of compensating the State, as Congress had
directed. In 1998 and 1999, and now for the third time, the California House delegation has
written to you in strong support of the appropriation of this Elk Hills compensation.

Adopting an advance appropriation this year to provide for the remaining annual
installments would relieve your Subcommittee of the burden of having to address this issue, and
contend with the Senate, four more times in the future."

The letter concludes:

"We would very much appreciate your serious consideration of including in the FY 2001
Interior Appropriations bill an advance appropriation to provide for the remaining annual
installments of Elk Hills compensation due to the State. At the minimum, we strongly urge the
appropriation of $36 million for FY 2001 to pay the State of California the third annual
installment of compensation due under the Settlement Agreement with the State regarding the
Elk Hills Naval Petroleum Reserve."

In exchange for a guarantee of appropriation of the remaining installment payments, the
revised letter indicates the delegation's willingness for move back the timing of each annual
payment from March, the current payment date, to October of the same calendar year.

We had secured one by one the signatures of the entire 52-Member California House to
the first version of the Elk Hills delegation letter that had been drafted before the
Administration's budget request was made. Because of the substantive revisions to the delegation
letter to include a request for an advance appropriation, Rep. Thomas felt compelled to
recirculate the revised letter to the entire delegation for approval. Accordingly, we were required
to go back around to each of the 52 California offices and go through the entire drill all over
again. The California Retired Teachers Association assisted in the effort. At long last, we got the
entire delegation signed on again. (A copy of the final California delegation letter is attached.)

In addition, we worked with STRS staff to prepare and file with the House and the Senate
Interior Appropriations Subcommittees the attached statement on behalf of STRS under the name
of the Chief Executive Officer of STRS. This Congressional testimony lays out in more detail
than the California delegation letter the background and case for appropriation of the Elk Hills
compensation.

Finally, the Governor's office in Washington continues to be very helpful with both the
Administration and Congress on the Elk Hills issue. The Governor's letter of appropriations
priorities to the Chairman of the House Interior Appropriations Subcommittee lists the Elk Hills
compensation issue first and makes a strong pitch for the fullest possible appropriation. (Copy
attached for reference.)



- 3 -

In anticipation of at least the possibility of an advance appropriation, we have been
coordinating with the Deputy State Attorney General, with whom we worked in negotiating the
original Settlement Agreement with the Federal Government, to ensure that such an advance
appropriation approach would properly reflect the framework of the Settlement Agreement. The
State's 9 percent share of the Elk Hills sales proceeds amounts to approximately $324 million.
The current balance in the federal Elk Hills School Lands fund – for which the President has
requested an advance appropriation – is net of an approximately $26 million "hold-back" from
the State's share pending the final equity determination of the Federal Government's share of the
Elk Hills field (through which the State claims) vis-à-vis the Federal Government's co-owner
prior to the sale, Chevron. This escrow will be released once the final equity shares are
determined, sometime within the next 2 to 3 years, under current expectations. The
Administration's advance appropriations request applies to the current balance in the Elk Hills
School Lands Fund and accordingly does not include the $26 million "hold-back" or the State's 9
percent share of any additional sales proceeds that the Federal Government would receive upon
increase of its equity interest in the final determination. The State Attorney General has prepared
a memorandum detailing this issue, which Rep. Thomas has provided to the House Interior
Appropriations Subcommittee.

Mandatory Social Security

Congress has now passed and the President has signed into law legislation that would
repeal the current limit on earnings by Social Security recipients aged 65-69. That is expected to
be it on the Social Security front for the year.

The already-dim prospects for legislative action this year on fundamental Social Security
reform have faded even more with the release late last month by the Social Security Board of
Trustees of The 2000 Annual Report on the financial status of the Social Security trust fund.
Because of continuing strong economic growth, the Social Security Trustees project that the trust
fund will begin running cash deficits in the year 2015 – one year later than projected in last
year's report. The trust fund is expected to be depleted by 2037 – three years later than projected
last year. At that point, Social Security benefits would have to be paid from current payroll tax
revenues, which would cover only 72 percent of benefits, leaving a substantial shortfall. House
Ways and Means Social Security Subcommittee Chairman E. Clay Shaw, Jr. (R-Fla.) cautioned
that this slight short-term improvement should not obscure the critical long-term problems faced
by the Social Security trust fund, which will face worsening cash flow problems with each
passing year after 2015.

The will and the way, if any, on fundamental Social Security reform will await the next
President and Congress.

We are continuing to coordinate with STRS staff and interested employee groups in
exploring possible avenues for legislative relief from the "windfall offset" which reduces the
Social Security benefits from Social Security-covered employment for a retiree who also
receives a State, local, or Federal pension from his or her own non-Social Security covered
employment. Rep. Bob Matsui (D-Sacramento), the ranking Democrat on the House Ways and
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Means Social Security Subcommittee, has been sympathetic on the windfall offset issue and has
expressed a willingness to help.

The National Education Association, the National Association of Retired Federal
Employees, and other national groups of public employees have mounted a legislative effort to
provide relief under the other Social Security offset, the so-called "government pension offset
(GPO)", which reduces the spousal benefits under Social Security of a spouse who receives a
State or local (or Federal) government pension from non-Social Security covered employment.
However, efforts in the House and Senate to raise a GPO relief amendment to the Social Security
earnings limit repeal legislation were barred on parliamentary grounds in order to keep this
politically popular legislation "clean" of extraneous amendments. The Social Security earning
limit legislation, just signed into law, is expected to be the last legislative vehicle addressing
Social Security issues for the remainder of this year.

Medicare

On March 20, the Administration sent to Congress legislative language to implement the
President's June 1999 Medicare reform proposal. The President's Medicare proposal seeks to add
competition and other cost-savings measures to the existing Medicare regime, coupled with an
expensive new prescription drug benefit. The Administration's Medicare reform proposal also
includes a "buy-in" to the Medicare program for those aged 62-65 for approximately $300 per
month, coupled with a risk adjusted payment once they reach the Medicare eligibility age of 65.

There have been some recent indications that the Senate Finance Committee could begin
drafting Medicare reform legislation in May. However, there is no firm sense as how, when, and
indeed whether, the Finance Committee will proceed on this front. Further, Senate Finance
Committee Chairman Bill Roth (R-Del.) is scheduled to have back surgery in mid-April that is
expected to sideline him well into May. For now, the Senate has been occupied with passing the
budget, which is likely to take up much of the time remaining before the Easter recess, which
sends the Senate home for the last two weeks of April. The proposed budget does set aside $40
billion for adoption of a new prescription drug benefit. It may well be that the politically popular
prescription drug benefit becomes the focus of the legislative efforts with respect to Medicare
this year, at the expense of broader Medicare reform legislation.

The annual report of the Medicare trustees, released in conjunction with the Social
Security trust fund report late last month, reports similar short-term improvement in the solvency
of the Medicare trust fund. The point at which the Medicare trust will be fully exhausted has
been extended by eight years, until the year 2037. As with Social Security reform, this pushing
of the Medicare solvency problem farther off into the distance could further sap momentum to
undertake comprehensive reform of the Medicare program in this election year.
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Pension Portability

The minimum wage legislation, now passed by both the House and the Senate and
awaiting a Conference to reconcile the differences, includes as part of the accompanying "small
business" tax cuts a series of pension tax law changes that would liberalize a series of current law
limits on benefits under defined benefit, defined contribution, section 403(b) annuity, and section
457 deferred compensation plans and would facilitate portability of benefits among defined
benefit plans, section 403(b) plans, and section 457 plans of State and local governments.

President Clinton has expressed opposition to the tax cuts attached to the minimum wage
legislation as being too large and too tilted toward higher-income taxpayers.

With the dim prospects for fundamental Social Security reform this year, the House GOP
have focused on pension tax changes as a means of keeping alive the retirement security theme
that has begun to really resonate with the aging Baby Boom generation. Accordingly, House
Republican leaders reportedly have given Rep. Rob Portman (R-Ohio), the chief GOP sponsor of
the pension provisions, an indication that if the tax changes attached to the minimum wage
legislation are not signed into law, they would be willing to bring up the pension provisions as a
stand-alone measure for a vote of the full House.

Bankruptcy Reform Provisions Affecting Pensions

Several wrinkles have developed in the pending bankruptcy reform legislation (H.R. 833)
that affect the interests of participants in pension plans.

On the helpful front, a provision sponsored by Sen. Orrin Hatch (R-Utah) would codify at
the Federal level protections for the participant's interest in a pension plan, including a
governmental plan, in the event of a participant's bankruptcy. A comparable provision has been
included in the House version, though it is less technically refined in its definition of
governmental plans.

However, a pernicious provision has been discovered that was slipped into the
bankruptcy bill at the last minute on the Senate Floor (by it has been speculated, a staffer of Sen.
Charles Grassley (R-Iowa)). Under this provision, a pension plan participant would be
"permitted" to waive by contract all of the (current law and newly-codified) Federal bankruptcy
protections for his or her interest in the pension plan. If this provision were adopted, it is
expected that such a waiver would become a standard boilerplate provision of consumer lending
agreements, which often provide already for a "blanket security interest" in all of the borrower's
assets. Once discovered, this pernicious provision has exploded into controversy, with Senate
Education, Labor, and Pensions Committee Chairman Jim Jeffords (R-Vt.) immediately
scheduling an April 13 hearing into the matter and Senate Finance Committee Chairman Bill
Roth (R-Del.) strongly opposing the proposal.

Finally, a question has arisen as to the treatment of mandatory pension contributions and
pension loan repayments in the case of individual debtors who are operating under a Chapter 13
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repayment plan. In lieu of liquidating assets to pay creditors under Chapter 7, the Bankruptcy
Code provides individual debtors receiving a regular source of income with the option to adjust
and repay their debts under a Chapter 13 plan, which can commit all of the debtor's "disposable
income" for a period of three to five years to repay debts. Several recent Bankruptcy Court
decisions in the New York City area have held mandatory pension contributions and pension
loan repayments to constitute "disposable income" for this purpose which must be distributed to
the creditors under the Chapter 13 repayment plan.

Both the House and the Senate versions of the bankruptcy reform legislation already
exclude employee contributions (whether withheld from wages or made by the employee) from
the bankruptcy estate that is available to creditors. We have been coordinating with several
public plan groups that are working to clarify the application of this new provision to
governmental plans as well as seeking to extend its reach to the Chapter 13 repayment plan
situation.

Because of parliamentary objections, a House-Senate Conference on the bankruptcy
reform legislation has been on hold. This delay may provide a window of time to iron out these
pension wrinkles.

John S. Stanton

April 12, 2000


























